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Equity Improvement Analysis 

Southwest Transmission Cooperative, Inc. 

Introduction 

Southwest Transmission Cooperative, Inc. (“S WTC” or the “Cooperative”) is a non- 

profit transmission cooperative owned by its members. There are six Class A member 

distribution cooperatives and two Class B members. Representatives from each Class A member 

and an elected representative of the Class B members comprise SWTC’s Board of Directors 

which governs its operations. The Class A members are Anza Electric Cooperative, which 

serves electricity at retail in south-central California; and Duncan Valley Electric Cooperative, 

Graham County Electric Cooperative, Mohave Electric Cooperative, Sulphur Springs Valley 

Electric Cooperative and Trico Electric Cooperative-all of which serve electricity at retail in 

rural areas of Arizona. The Class B members itre the Arizona Electric Power Cooperative, Inc. 

(“AEPCO”) and Sierra Southwest Cooperative Services, Inc. 

SWTC was formed in 1999 in anticipation of AEPCO restructuring into three separate 

non-profit cooperative corporations. The Commission approved the restructuring in Decision 

No. 63868. As of August 1,2001, SWTC commenced operations and purchased the 

transmission business of AEPCO, including the transmission facilities and assets and rights to 

transmission capability under various agreements. 

The Cooperative owns and operates a delivery system which schedules power into the 

areas served by its member cooperatives in Arizona, New Mexico and southern California. It 



may also provide transmission service to patrons and other users who may not become members, 

but who privately contract with SWTC for wholesale transmission service. 

SWTC’s current rates were established in Decision No. 68072 dated August 17,2005 

(the “Decision”). During the rate case leading to the Decision, there was discussion about the 

Cooperative’s equity levels. (Decision, pp. 1 1-14, Findings 3 1-39.) Citing, among other things, 

prior financing Decision No. 64227, Staff urged the Commission to set an equity goal for SWTC 

of 30% by 2015. While SWTC agreed with Staff that an equity analysis should be filed, the 

Cooperative responded that a 30% equity goal was excessive for a transmission cooperative and 

argued that no equity goal should be established because an inflexible target could leave both it 

and the Commission in the position of requesting and setting unnecessarily high rates in the 

future. Mohave Electric Cooperative (“MEC”) supported the Cooperative’s position that the 

equity level recommended by Staff is excessive, but in briefing suggested that AEPCO’s equity 

filing also examine differences in benefits, if any, which partial- versus all-requirements 

members receive from an improved AEPCO equity position.’ 

The Commission resolved these issues in Finding 39 of the Decision as follows: 

We believe that SWTC should update its December 2002 Capital 
Improvement Plan, with updated assumptions and provide an analysis of the rates 
that would be required to achieve an equity level of 30 percent, within ten years, 
or 2015. We do not adopt a requirement now, nor do we read Decision 
No. 64227 as requiring, - that SWTC achieve any specific equity goal. We do 
adopt the rates herein with the expectation that SWTC will be able to build much 
needed equity. Because we are requiring SWTC to file another rate case in no 

The AEPCO and SWTC rate cases were consolidated, heard jointly and MEC filed a single brief stating its 
positions on both cases on May 9,2005. Unlike AEPCO, SWTC does not have partial-requirements members. 
Thus, although the reference to MEC’s partial-requirements position is contained in this Decision, there is nothing to 
analyze on this issue for SWTC because the Class A partiayall-requirements membership distinction does not exist 
in SWTC. 
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In order to produce an SWTC equity level of 30% by the year 2015, revenue increases of 

24% and 5% would be required in 2008 and 2012, respectively. Both the base case and 30% 

equity case results, of course, are premised on all of the updated assumptions in the financial 

forecast holding true over the ten-year forecast period. To place the 30% equity level in context, 

the 2004 G&T Trend Analysis prepared by the CFC indicated a median equity level as a 

percentage of assets for G&Ts nationwide of just under 15.5%. 

See prior footnote. This issue is discussed in the AEPCO equity analysis. SWTC has no partial-requirements 2 - 
members. 
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more than five years, in any case, adopting an ultimate goal of 30 percent at this 
time is not necessary. We concur with Mohave that the equity improvement plan 
should also address an analysis of the effect of the equity improvement on partial 
[as] well as full requirements members.2 Our decision not to accept a 30 percent 
equity goal at this time should not be interpreted as a finding on any particular 
ultimate equity requirement. (Emphasis supplied.) 

The final Ordering Paragraph on page 11 of the Decision instructed the Cooperative to file an 

equity analysis by March 3 1,2006. Procedural Orders dated April 6 and June 13,2006 extended 

that date to June 16,2006. 

Equity Analysis 

Executive Summary 

SWTC used its 2005 Financial Forecast in preparing this update of its December 2002 

filing. Consistent with the equity analysis performed in relation to AEPCO, SWTC first 

developed a “base case” which assumed no further rate increases for the period 2008-2015 after 

the phased rates approved in the Decision take effect in 2006 and 2007. In this case, not 

unexpectedly, the equity level as a percentage of assets begins to decline in 2009 and by 201 5 

reaches a negative 12%. 



SWTC, unlike AEPCO, has no partial-requirements members. To the extent that 

increases in SWTC’s equity level improve its balance sheet and credit strength, all SWTC 

members benefit equally from that improvement. 

Equity Requirements and History 

As a borrower from the Rural Utilities Service (“RUS”) which is a division of the United 

States Department of Agriculture, SWTC is subject to RUS’ regulation. Neither the RUS nor the 

Cooperative’s other primary source of borrowed h d s ,  the National Rural Utilities Cooperative 

Finance Corporation (“CFC”), impose equity 

transmission borrowers such as SWTC. Further, neither the RUS nor CFC “rate” the debt which 

they guarantee or provide to SWTC, i.e., charge different interest rates based on the borrower’s 

or equity management requirements on 

credit characteristics or equity levels. 

RUS regulations and mortgage covenants do require that cooperatives like SWTC 

generate sufficient margins to maintain a Times Interest Earned Ratio (“TIER”) of 1 .OS and a 

Debt Service Coverage ratio (“DSC”) of 1 .O. Prospective TIER and DSC standards require the 

Cooperative to design and implement rates to provide sufficient revenue to (1) pay all fixed and 

variable expenses, (2) provide and maintain reasonable working capital and (3) maintain, on an 

annual basis, the TIER and DSC margin requirements. Retrospectively, the average TIER and 

DSC levels achieved in the two best out of the three most recent calendar years must meet the 

levels of 1 .OS and 1 .O, respectively. 



As part of the AEPCO restructuring, SWTC assumed a percentage of AEPCO’s then 

outstanding RUSEederal Financing Bank and other long-term debt in order to pay for the 

transmission business it received as part of the restructuring. It also was allocated a portion of 

total membership capital. As of December 31,2001-the close of the Cooperative’s first partial 

year of operations-its balance sheet reflected a total of approximately $97.9 million in total 

assets and membership capital of slightly more than $1.8 million. 

Having completed only four fbll years of operations, SWTC obviously has minimal 

equity history to report. Equity was approximately 2.4% at the end of 2002; 4.3% at the end of 

2003; 5.01% at the end of 2004; but fell to 1.21% at the end of 2005. The 2005 decline in equity 

level was primarily attributable to the loss of a large amount of transmission service revenues 

from Morenci Water & Electric Company. It bypassed SWTC’s system, directly connected to 

the TEP transmission system and cancelled its firm transmission service agreement with the 

Cooperative in late 2004. The more than $5 million dollar loss in firm and non-firm revenues 

was the primary driver of the 2005 losses and the phased rate increases authorized last year by 

the Commission in the Decision. 

The Financial Forecast 

The financial forecast used as the basis for this analysis was approved by SWTC’s Board 

of Directors at its October 1 1, 2005 meeting and, as required by the Decision, updates the 

assumptions used in the December 2002 filing. Although financial forecasts are prepared 

annually to guide the Cooperative on various operational and financial matters, RUS 

Rule 7 CFR 1710.300(b) requires a long-range financial forecast be prepared in conjunction with 
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S WTC’s currently pending 2005-2008 Construction Work Plan loan request (the “2005 

Forecast”). 

As with any forecast, a number of assumptions must be made concerning a variety of 

different factors. The 2005 Forecast represents the Cooperative’s best current judgment as to 

what is likely to happen in relation to these factors over the next ten years. These include 

member and other firm and contingent load growth; operating expenses; required future 

borrowings and associated interest and principal expense; and labor costs. To the extent that 

actual experience differs from the projections, both the forecast results and this equity analysis 

will be impacted accordingly. 

The more significant assumptions built into the 2005 Forecast are: 

0 Load forecasts are based primarily upon the medium economic scenario in the 
2004 Load Forecast Study. 

0 Operating expenses are based on the 2005 annual operating plan and the base 
amount is escalated at 3% throughout the study period. The most significant 
variable expense is the other power supply/wheeling expense. 

0 The 2005-2008 Construction Work Plan (“CW”) and the Long Range Plan 
(“LRP”) are used to determine plant additions reflected in the financial forecast. 

0 A general inflation rate of 3% is used for the base case, including labor costs. 



Rates Required for 30% Equity By 2015 

The Decision instructed SWTC to “provide an analysis of the rates that would be 

required to achieve an equity level of 30 percent, within ten years, or 2015.”4 To develop a 

“base case” and consistent with the AEPCO equity analysis, using the 2005 Forecast, SWTC also 

looked at the projected equity results for 2015 based on the phased rates approved in the 

Decision and assuming no further rate adjustments for the period 2008-2015. 

Attached as Exhibit A is a Balance Sheet 2005-2015 demonstrating the effects of the 

rates approved in the Decision on SWTC’s equity level and assuming no further rate adjustments 

through 201 5. As the schedule indicates, equity levels as a percentage of total assets increase to 

approximately 4.4% in 2008 as a result of the phased rates approved in the Decision, including 

the small step increases in September of 2006 and 2007. Provided that all assumptions in the 

2005 Forecast hold true, without any further rate adjustments the equity level begins to decline in 

2009 and by 20 15 reaches approximately a negative 12%. 

In order to analyze the rates required to produce an SWTC equity level of 30% by the 

year 2015, two rate cases were assumed with revenue increases taking effect in 2008 of 24% and 

2012 of 5%. Attached as Exhibit B is a Balance Sheet demonstrating the results of that analysis 

and those assumed rate increases. As the schedule indicates, assuming all assumptions in the 

2005 Forecast hold true, those revenue increases in those years would produce an equity level of 

just over 30% in 2015. 

Decision, Finding 39, p. 9. 
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Analysis of the Effect of Equity Improvement on Partial- and Full-Requirements Members 

The second issue discussed in the Decision was “an analysis of the effect of the equity 

improvement on partial as well as full requirements members.”’ SWTC, however, does not have 

any partial-requirements members. 

MEC is a partial-requirements member of AEPCO. Sulphur Springs Valley Electric 

Cooperative, Inc. is also in the process of converting its member relationship with AEPCO from 

all- to partial-requirements status. SWTC provides transmission service to MEC pursuant to an 

agreement at Commission-approved rates. We believe this statement inadvertently was included 

in the SWTC rate Decision because the AEPCO and SWTC rate cases were consolidated and 

MEC presented its equity concerns regarding its partial-requirements member status with 

AEPCO in a single brief covering both cases. In any event, each of SWTC’s Class A members 

including MEC benefit equally from improvements in S WTC’s overall equity position. 

Conclusion 

While SWTC agrees that equity is an important consideration in assessing its overall 

financial profile, it is only one of many relevant considerations. For example, the CFC regularly 

monitors more than 30 key financial indicators of generation and transmission cooperatives 

operating nationwide. The CFC’s G&T Trend survey for 2004-the most recent year for which 

data is available-indicated a median equity level for all G&Ts nationwide of 15.47% (excluding 

four systems which failed to make scheduled debt service payments or which are operating under 

a debt restructure agreement). SWTC does not believe that any equity target or goal should be 

established and 30% is unnecessarily high. 

Decision, Finding 39, p. 9. 



The phased rate increases for 2005-2007 which the Commission approved in the 

Decision will allow the Cooperative to resume its gradual equity improvement over the next few 

years. SWTC and its Board of customer representatives will continue to monitor its progress and 

work with the Commission to assure that adequate rate levels sufficient for safe, reliable and 

adequate service are maintained. 
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